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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
SW FT, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes for their separate taxable

years endi ng Septenber 30, 2000, as follows:



Petiti oner Defi ci ency
LOAD, I nc. $16, 589
COAD, I nc. $23, 954

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.

The issue for decision is whether certain costs relating to
manuf act ured honmes that petitioners owned and placed on retai
sales lots in order to assist |ocal independent sal espersons in
the sal e of manufactured honmes may be currently deducted under
section 162 as ordinary and necessary busi ness expenses or
whet her they should be included under section 263A in
petitioners’ inventory costs relating to the manufactured hones.

Petitioners and 18 other related corporations are either
subsidiaries of, or sister corporations to, Associated Deal ers,
Inc. (ADI), a Nevada corporation.

ADI and 12 of ADI's rel ated corporations also have filed
petitions with the Court relating to the sane expense versus
inventory issue that is involved herein,! and respondent, AD,
and the other related petitioners have agreed to be bound by the

final outcone of this issue in these two consol i dat ed cases.

1 The rel ated docket nunbers are: 7283-02, 7284-02, 7285-
02, 7286-02, 7288-02, 7289-02, 7290-02, 7291-02, 7292-02,
7293-02, 7295-02, 7296-02, and 7297-02.
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Hereinafter, we generally use the acronym ADI
indiscrimnately to refer to petitioners, to ADI, and to the ADI -

rel ated corporations.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petitions were filed, both petitioners’
princi pal places of business were |located in Reno, Nevada.

ADI and its related corporations buy and sell manufactured
homes in the same manner

Manuf act ured hones are constructed at a factory | ocation and
are then transported directly to honesites of retail purchasers.

ADI has been selling manufactured honmes for nore than 30
years, and ADI has becone the | argest seller of manufactured
honmes in Arizona and one of the largest sellers of manufactured
homes in the Southwestern United States. In recent years, AD
has expanded its sal es of manufactured honmes to 192 |ocations in
22 states.

From the 1970s through the |late 1990s, ADI purchased
conpl et ed manufactured hones from unrel at ed manufacturers and
sold the manufactured honmes directly to retail custoners using
i ndi vi dual sal espersons who worked for AD as enpl oyees.

In the late 1990s, however, as a result of a significant
decline in business and excessive costs such as enpl oyee wages

and comm ssi ons, a nunber of manufacturers of manufactured hones
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cl osed factories, and nmany sellers of manufactured honmes went out
of busi ness.

To adjust to the changi ng narket conditions and to reduce
costs, in approximately 1999 ADI adopted a revised business plan
and restructured its sales operation. Under ADI’'s revised
busi ness plan, ADI's sal espersons are given a nore active role in
the sales activities and act as i ndependent contractors vis-a-vis
ADI . 2

Under the agreenents ADl enters into with the independent
sal espersons, ADI purchases from manufacturers a nunber of node
manuf act ured honmes and pl aces the nodel manufactured hones on
retail sales lots that ADI |eases for the purpose of displaying
t he manufactured hones to the public and to potential retai
custoners.

The retail sales lots that ADI | eases generally are | ocated
in promnent, high traffic areas -- either the sane sales lots
ADI had | eased and used in prior years or new sales lots. These
| ots are not | eased by ADI as storage lots, but rather the lots
are | eased by ADI as sales lots for the sale of manufactured

hones.

2 The i ndependent sal espersons who contract with ADI
generally incorporate their individual sales activities. For
pur poses of our opinion, however, we refer only to the
i ndependent sal espersons, not to their corporations.



- 5.

ADI places the nodel manufactured honmes on the sales lots to
attract public attention, to provide an opportunity for
interested retail custonmers to inspect the types of nmanufactured
homes that are avail able for purchase, and in order that the
i ndependent sal espersons have manufactured hones on the sal es
lots to show to custoners.

On any one sales lot, AD generally places on display six to
seven nodel manufactured hones that ADI has purchased from
manuf acturers, each with different features and floor plan.

During their inspection of ADI nodel manufactured hones,
retail custonmers generally are acconpani ed by one of the
i ndependent sal espersons who has contracted with ADI. The
i ndependent sal espersons di scuss with custoners the advant ages of
manuf act ured hones, the various features of the nodel hones that
are on display and that can be custom ordered, and they seek to
convince the custoners to purchase a manufactured hone.

Once a retail custoner decides to purchase a manufactured
home, the custonmer and the independent sal esperson fill out a
witten purchase agreenent and bill of sale on which they
i ndi cate which floor plan, appliances, and other features and
colors are to be included in the particul ar manufactured honme
that is being purchased. On the purchase agreenent and bill of
sale, the custonmer is shown as purchasing the nmanufactured hone

fromthe i ndependent sal esperson. The independent sal esperson
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then submts to ADI the custoner’s purchase agreenent and bill of
sal e.

The retail selling prices of the manufactured honmes appear
to range from approxi mately $30,000 to nore than $115, 000.

Upon recei pt by ADI of a custoner’s purchase agreenent and
upon approval of the custonmer’s financing, if any, AD forwards
its own witten purchase order to the specified manufacturer for
construction of the manufactured honme that has been ordered.

Upon conpl etion of the manufactured hone -- generally within
2 to 3 weeks -- the manufactured hone is shipped directly by the
manufacturer to the retail custoner’s honesite for installation
and occupancy.

If a customer’s honesite is not ready for delivery (e.g., if
t he occupancy permt has not been issued or if the utility
hookups for the honme have not been conpleted), the conpleted
manuf act ured honme nmay be delivered to one of ADI’s nearby sales
lots until the custonmer’s honesite is ready for installation of
the manufactured hone. In this latter situation, the |ength of
time the conpleted and sold manufactured hone remains on ADlI’'s
sales lots varies froma few days to several nonths dependi ng on
how long it takes for the custoner’s honesite to be conpl et ed.

Under the witten contracts that are entered into (between
ADI and the manufacturers, between the independent sal espersons

and ADI, and between retail custoners and the i ndependent
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sal espersons), upon conpletion the manufactured hones are sold by
the manufacturers to ADI, by ADI to the independent sal espersons,
and by the independent sal espersons to the retail customers.

O manuf actured hones sold by ADI, approximately 90 percent
are customordered by retail custoners based on the decisions and
sel ections custoners make in their discussions and negoti ations
wi th the independent sal espersons and while inspecting ADI’'s
nodel manufactured honmes on the sales |ots.

Approxi mately 10 percent of the manufactured honmes sold by
ADI consist of the nodel manufactured honmes that are purchased by
retail custoners right off of the sales lots, after negotiating
wi th the independent sal espersons.

ADI sells the manufactured honmes to the independent
sal espersons for the sane whol esal e price which AD pays the
manuf acturers for the manufactured hones. The independent
sal espersons set the price markup at which the manufactured hones
are sold to retail custoners, subject of course to negotiations
with the custoners

Cenerally, title to manufactured honmes that are custom
ordered by retail custoners and that are shipped directly to the
custoners’ honesites is held by ADI and by the independent
sal espersons only briefly. The record is not clear as to exactly
when title passes and as to who has title to the manufactured

homes during the delivery process.
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During the tinme they are located on the sales lots that ADI
| eases, nodel manufactured hones are owned by and titled to ADI

The i ndependent sal espersons, not ADI, are responsible for
| ocal nmedia advertising costs, wages, if any, paid to sales
assi stants, sales comm ssions, sales taxes, and utility fees and
i nsurance prem uns on the sales |ot.

As indicated, AD enters into the sales |lot | ease agreenents
with owners of the real property, and ADI, not the independent
sal espersons, nakes the | ease paynents due on these | eases.

Al so, ADI pays sone m scell aneous costs relating to the
nmodel manufactured hones that are placed on the sales |ots.

For the majority of its income relating to the purchase and
sal e of manufactured hones, ADI receives various incentive
paynents fromthe manufacturers and fromlenders (e.g., on each
manuf act ured home sold ADI m ght receive a cash incentive paynent
fromthe manufacturer of 10 percent of the total purchase price
paid to the manufacturer). Incentive paynents that AD receives
are referred to in the record as “retail” incentives, and it
appears that these paynents represent incentives typically given
by manufacturers and lenders to retail sellers of manufactured
hones.

ADI al so receives fromthe independent sal espersons a $300

processing fee for each manufactured home sol d.
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The i ndependent sal espersons do not receive wages, salary,
sal es comm ssions, or other fees or incentives fromAD or from
the manufacturers or lenders relating to nmanufactured hones that
are sold. Rather, for their inconme the independent sal espersons
retain 100 percent of the retail price markup fromthe
manuf acturer’s whol esal e pri ce.

In the witten agreenents ADI enters into with the
i ndependent sal espersons, the independent sal espersons expressly
give up their right to receive any of the manufacturers’ retai
i ncentive paynments and acknow edge that ADI is to receive al
i ncentive paynents.

On petitioners’ tinely filed corporate Federal incone tax
returns for their tax year ending Septenber 30, 2000, petitioners
deduct ed, anong ot her things, as section 162 ordinary and
necessary business expenses $243,350 in sales |lot |ease paynents
and $22,387 in mscell aneous expenses incurred during the year.
The $22, 387 mi scel | aneous expenses consi st of $16,184 ADI paid to
shi p nodel manufactured hones fromcl osed sales lots to other
sales lots, $3,423 ADl paid to avoid a sheriff’s seizure relating
to delinquent State taxes a fornmer independent sal esperson had
not paid, $2,500 ADI paid for repairs on a nodel nmanufactured
honme, and $280 ADI paid for cleaning a water-danmaged carpet in a

model nmanuf act ured hone.
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On audit, respondent determ ned that the above costs were
not currently deductible by petitioners under section 162 as
ordi nary and necessary busi ness expenses but instead should be
i ncl uded under section 263A in petitioners’ inventory costs of

t he manuf act ured hones.

OPI NI ON

Ceneral ly, under section 263A(a) and (b), indirect costs
allocable to inventory acquired for resale are not currently
deductible and are to be included in inventory.?

Regul ati ons pronul gated under section 263A expressly include
transportation, rent, taxes, and repair and mai ntenance costs
relating to property held for resale as exanples of indirect
costs to be included in inventory. Sec. 1.263A-1(e)(3)(i1i)(Q§,
(K, (L), (O, Incone Tax Regs.

Al so, costs associated wth storing property held for resale
generally are to be included in inventory. Sec. 1.263A-
1(e)(3)(ii)(H, Inconme Tax Regs.

However, under section 1.263A-1(e)(3)(iii)(l), Incone Tax

Regs., storage costs relating to inventory which are incurred by

3 Although residential hones constructed on-site for resale
generally are not treated as inventory and costs associ at ed
therewith are to be capitalized under sec. 263A(a)(1)(B)
manuf act ured hones, as |ong as they have not becone fixtures to
real property, are treated as personal property, and costs
associated therewith are subject to inventory treatnent under
sec. 263A(a)(1)(A). See, e.g., Miurray v. Zerbel, 764 P.2d 1158,
1161 (Ariz. C. App. 1988)
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a taxpayer at an “on-site storage facility” are excepted from
inclusion in inventory.

An on-site storage facility is defined in the regul ations as
a storage facility that is physically attached to and that is an
integral part of a “retail sales facility”. Sec. 1.263A-
3(c)(5)(ii)(A), Incone Tax Regs.

A “retail sales facility” is further defined as the | ocation
at which merchandise is sold “exclusively to retail custonmers in
on-site sales”. Sec. 1.263A-3(c)(5)(ii)(B)(1), Incone Tax Regs.

Wth an exception not here relevant, a retail custoner is
defined as the final purchaser of nerchandi se and does not
i nclude a person who resells the nerchandi se to others. Sec.

1. 263A-3(c)(5)(i1)(E) (1), Income Tax Regs.

If a storage facility does not neet the above definition of
an on-site storage facility, it is considered an “off-site
storage facility,” and storage costs relating to property held
for resale are to be included in the taxpayer’s inventory. Sec.
1. 263A-3(c)(5)(i1)(F), Incone Tax Regs.

Under section 1.263A-1(e)(3)(iii)(A), Inconme Tax Regs.,
anot her exception is provided to the inventory requirenent of
section 263A for “marketing, selling, advertising, and
distribution costs” relating to property held for resale.

ADI argues that the costs in question qualify as marketing,

selling, or distribution costs of property held for resal e that
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are excepted frominventory and, alternatively, that by virtue of
its ownership and pl acenment of nodel nmanufactured hones on the
retail sales lots ADI participates directly in the sales of the
manuf actured homes to retail custoners, and therefore that ADI’s
| eased sales lots should be treated as “on-site” storage
facilities and the various costs in dispute should be treated as
on-site storage costs that are excepted frominventory.

Respondent argues that for ADI the costs in question do not
constitute deductible marketing, selling, or distribution costs,
and that (assumng the |lot | ease paynents may be treated as
storage costs) the | ot | ease paynents do not constitute “on-site”
storage costs because the manufactured hones are sold by AD to
t he i ndependent sal espersons and not “exclusively” to retai
custoners.

We first address ADI's alternative argunent. As noted, the
applicable regulations relating to on-site storage costs
expressly state that to be excepted frominventory treatnment on-
site storage costs nust relate to property sold by a taxpayer
“exclusively” to retail customers. Sec. 1.263A-3(c)(5)(ii)(B)
| ncome Tax Regs.

On the record before us and al though ownership of the
manuf act ured honmes by the independent sal espersons appears to be
brief and rather transitory, we are not prepared to overl ook the

role of the independent sal espersons who clearly have a
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significant role in the sales of the manufactured hones to retai
custoners and who, at sone point and for a period of time not
established in the record, actually take title to the
manuf act ured hones.

We concl ude that although ADI participates in the sale of
t he manufactured hones to the retail custoners, ADI does not sel
t he manuf actured honmes exclusively to the retail custoners (i.e.,
ADI’s sale and title transfer occurs fromADH to the independent
sal espersons). Accordingly, the costs in question do not qualify
for the section 1.263A-1(e)(3)(iii)(l), Income Tax Regs.
exception frominventory for on-site storage costs.

Further, we reject ADI's attenpt to recharacterize the costs
in question as deductible marketing, selling, or distribution
costs that would be excepted frominventory under section 1.263A-
1(e)(3)(iii)(A), Income Tax Regs.

The evi dence establishes that the $243,350 in question
constitutes |lot | ease paynents, the $16,684 in question
constitutes transportation costs, the $3,423 in question
constitutes State taxes, the $2,500 in question constitutes
repai r expenses, and the $280 in question constitutes naintenance
costs, all specifically required to be included in inventory
under section 1.263A-1(e)(3)(ii)(Q, (K, (L) and (O, Incone Tax

Regs. None of the expenses in question constitutes a marketing
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or distribution expense, and none is currently deductible as an

ordi nary and necessary busi ness expense under section 162.

To reflect the foregoing,

Decisions will be entered

for respondent.




